Margaret P. Grafeld Declassified/Released US Department of State EO Systematic Review 22 May 2009 


Message Text 

LIMITED OFFICIAL USE 

PAGE 01 OECD P 06225 01 OF 03 021957Z 
ACTION EUR- 12 

INFO OCT-01 ISO-OO AID-05 CEA-01 CIAE-00 COME-OO EB-08 
EA-07 FRB-03 INR-07 IO-13 NEA-10 NSAE-00 USIA-06 
OPIC-03 SP-02 TRSE-00 LAB-04 SIL-01 AGRE-00 OMB-01 
NSC-05 SS-15 STR-04 L-03 H-01 /112W 

022035 117920/53 

R 02 1 954Z MAR 77 
FM USMISSION OECD PARIS 
TO SECSTATE WASH DC 5540 
INFO AMEMBASSY COPENHAGEN 


LIMITED OFFICIAL USE SECTION 01 OF 03 OECD PARIS 06225 

PASS: CEA, TREAS, FRB 

E.O. 11652: N/A 
TAGS: OECD, ECON 

SUBJECT: ECONOMIC AND DEVELOPMENT REVIEW COMMITTEE 
(EDRC) REVIEW OF DENMARK 

REF: (A) EDR(77)5; (B) COPENHAGEN 1072 

1 . SUMMARY: AT FEBRUARY 23 EDRC REVIEW OF DENMARK, 
SECRETARIAT STRESSED THAT COEXISTENCE OF HIGH INFLATION 
AND UNEMPLOYMENT AND LARGE CURRENT ACCOUNT DEFICIT 
REFLECTED "WIDENING IMBALANCES AND WORSENING TRADEOFFS" 
WHICH HAD DEVELOPED IN DANISH ECONOMY OVER TIME. DANISH 
DEL (LED BY LOSHE, MINISTRY OF ECONOMIC AFFAIRS) AGREED 
WITH THRUST OF SECRETARIAT PROPOSITION, BUT NOTED THAT 
EXISTING IMBALANCES SHOULD BE SEEN AGAINST BACKGROUND OF 
RECENT RECESSION (AND OIL PRICE INCREASE), SAID THAT 
CORRECTIVE MEASURES WERE BEING ADOPTED, AND REQUESTED 
THAT SECRETARIAT SOFTEN ITS PRESENTATION SOMEWHAT. SEC- 
RETARIAT AND EDRC AGREED TO SOFTENING, BUT STRESSED THAT 
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PUBLISHED SURVEY SHOULD UNEQUIVOCALLY URGE DANES TO: 

(A) PERSIST IN EFFORT TO ELIMINATE CURRENT ACCOUNT DEFICI 
BY IMPROVING COMPETITIVE POSITION USING BOTH DEMAND MAN- 
AGEMENT AND INCOME POLICIES (NEITHER DANES NOR SECRET ARIA 
FELT THAT GREATER EXCHANGE RATE FLEXIBILITY WOULD BE HELP 
FUL IN FACILITATING ADJUSTMENT PROCESS); AND (B) ABANDON 
"STOP-GO" POLICY PATTERN OF PAST IN FAVOR OF STABLE, MORE 
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PREDICTABLE POLICIES. DANES AND SECRETARIAT AGREED THAT 
OUTLOOK FOR 1977 WAS FOR MODERATE GNP GROWTH, HIGH BUT 
DECELERATING INFLATION RATE. AND MODERATE DECLINE IN CUR- 
RENT ACCOUNT DEFICIT. DANES DID NOT EXPECT TO ENCOUNTER 
EXTERNAL FINANCING PROBLEMS IN 1977, BUT LIKE SECRETARIAT 
FELT THAT PRESENT RATE OF DEBT ACCUMULATION IS UNSUSTAIN- 
ABLE. END SUMMARY 

2. SHORT-TERM PROSPECTS; DOMESTIC OUTLOOK: DIFFERENCE 
BETWEEN SECRETARIAT AND DANISH FORECASTS OF REAL GNP 
GROWTH IN 1977 WAS MINIMAL. WHILE SECRETARIAT PROJECTS 
GROWTH RATE OF 1 .5 PERCENT COMPARED WITH DANISH FORE- 
CAST OF 2-1/2 PERCENT, DIVERGENT ESTIMATE OF GROWTH OF 
RESIDENTIAL CONSTRUCTION (SECRETARIAT SEES 15 PERCENT 
DECLINE; DANES, ZERO GROWTH) ACCOUNTS FOR MOST OF DIFFER- 
ENCE; SECRETARIAT AND DANES NOTED THAT ACTIVITY IN CON- 
STRUCTION SECTOR FLUCTUATED WIDELY AND THAT MARGIN OF 
FORECASTING ERROR IS HUGE. 

3. WAGES AND PRICES: DANES AND SECRETARIAT FORECAST 
SHARP ACCELERATION IN TOTAL WAGE COSTS IN EARLY 1977 
BECAUSE OF (A) POSITIVE CARRYOVER FROM 1976; (B) ELIMI- 
NATION OF SUBSIDY WHICH COMPENSATED FIRMS FOR PAST 
INDEXATION-RELATED WAGE INCREASES; (C) WAGE INCREASE 
UNDER INDEXATION PROVISIONS OF INCOMES POLICY (SO-CALLED 
FIRST "PORTION") AND (D) ADDITIONAL WAGE INCREASE 
INTENDED TO GUARANTEE 2 PERCENT INCREASE IN REAL WAGES. 
HOWEVER, BOTH DANES AND SECRETARIAT FORECAST STRONG 
DECELERATION IN GROWTH OF WAGES IN SECOND HALF OF YEAR 
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1977 WITH ANNUAL RATE OF INCREASE (INCLUDING WAGE DRIFT 
OF 2 PERCENT) FALLING TO ABOUT 8 PERCENT BY YEAR END. 
(SECRETARIAT PUTS YEAR-OVER- YEAR GROWTH OF WAGES AT ABOUT 
12.5 PERCENT, WHEREAS DANES ESTIMATE THIS FIGURE AT 
ROUGHLY 10 PERCENT WITH DIFFERENCE LYING IN USE OF DIF- 
FERENT WAGE COST INDICES. SINCE DANES AND SECRETARIAT 
FAILED TO REACH AGREEMENT IN WHICH INDEX MORE APPROPRIATE 
PUBLISHED SURVEY WILL NOT INCLUDE YEAR-OVER- YEAR PRO- 
JECTIONS.) LIKE SECRETARIAT, DANES EXPECTED PROFILE OF 
INFLATION DURING YEAR TO FOLLOW THAT OF WAGES AND FORE- 
CAST 8.5 PERCENT AVERAGE INCREASE IN CONSUMER PRICES 
(COMPARED WITH EARLIER OFFICIAL FORECAST OF 8 PERCENT 
AND WITH SECRETARIAT PROJECTION OF 9 PERCENT). THUS 
SINCE EXPECTED MOVEMENT OF MONEY WAGES AND PRICES IMPLIES 
DECELERATION OF REAL WAGE INCREASE DURING 1977 AND BECAUS 
PRODUCTIVITY GROWTH IS FORECAST TO AVERAGE 5 PERCENT, 
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INCREASE IN UNIT LABOR COSTS SHOULD TAPER OFF SUBSTAN- 
TIALLY DURING 1977. 

4. DANES EMPHASIZED THAT INCOMES POLICY HAMMERED OUT IN 
"AUGUST COMPROMISE" (AUGUST, 1976) WOULD PLAY KEY ROLE IN 
OVERALL STABILIZATION EFFORT AND AGREED WITH EDRC CHAIR- 
MAN'S COMMENT THAT BROAD POLITICAL SUPPORT FOR AUSTERITY 
MEASURES SEEMED TO GIVE GOD "GREEN LIGHT" TO PERSIST IN 

ITS EFFORT TO REDRESS ECONOMIC SITUATION. HOWEVER, IN 
RESPONSE TO COMMENT BY UK DEL, DANES ACKNOWLEDGED THAT 
USE OF INCOMES POLICY TO RESTRAIN WAGE INCREASES COULD 
NOT CONTINUE INDEFINITELY. THEY EXPRESSED HOPE THAT PRE- 
SENT INCOMES POLICY WOULD ENDURE THROUGH 1979 BUT THAT 
SUBSEQUENTLY, ANOTHER "GADGET" WOULD HAVE TO BE FOUND TO 
ACCOMPLISH THE SAME RESULT. 

5. DANES AGREED WITH SECRETARIAT VIEW THAT PROJECTED 
SLOW GNP GROWTH IN 1977 WOULD IMPLY NO INCREASE IN EMPLOY- 
MENT, AND HENCE AN INCREASE IN UNEMPLOYMENT RATE FROM PRE- 
SENT HISTORICALLY HIGH LEVEL OF 5 PERCENT. THEY POINTED 
LIMITED OFFICIAL USE 
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OUT, HOWEVER, THAT SELECTIVE EMPLOYMENT CREATION MEASURES 
WERE DESIGNED TO ABSORB EXPECTED INCREASE IN LABOR FORCE 
IN 1977 SO THAT WHILE TOTAL EMPLOYMENT MAY NOT RISE, 

NEITHER WOULD UNEMPLOYMENT RATE. DANES NOTED GOD'S SUR- 
PRISE THAT HIGH UNEMPLOYMENT RATE HAD NOT PRODUCED MAJOR 
POLITICAL OUTCRY AND ATTRIBUTED APPARENT POLITICAL ACCEPT 
ABILITY OF HIGH UNEMPLOYMENT TO BROAD AND GENEROUS 
UNEMPLOYMENT INSURANCE COVERAGE AND TO FACT THAT PERIOD 
OF UNEMPLOYMENT FOR MOST INDIVIDUALS HAS BEEN GENERALLY 
OF SHORT DURATION. 

6. CURRENT ACCOUNT: DUE TO LARGER THAN ANTICIPATED 
STOCK ACCUMULATION AT END OF 1976, MUCH OF WHICH SPILLED 
OVER INTO IMPORTS, GOD NOW ESTIMATES THAT CURRENT ACCOUNT 
REGISTERED 11.7 BILLION KRONER DEFICIT LAST YEAR, RATHER 
THAN 10.8 - 1 1 BILLION KRONER ESTIMATED PREVIOUSLY. BY 

SAME TOKEN, INFLUENCE OF STOCK MOVEMENTS ON IMPORTS 
SHOULD, ACCORDING TO DANES, BE LESS IN 1977. THUS, GOD 
HAS REVISED ITS CURRENT ACCOUNT FORECAST FOR 1977 DOWN- 
WARD TO 7.7 BILLION KRONER FROM EARLIER 8.5 BIT LION 
KRONER PROJECTION. DANES INDICATED THAT PROJECTED 
SMALLER 1977 CURRENT ACCOUNT DEFICIT, TOGETHER WITH 
REPAYMENT ON EXTERNAL DEBT, COULD GENERATE EXTERNAL 
FINANCING REQUIREMENT OF 10-11 BILLION KRONER. THEY DID 
NOT EXPECT TO ENCOUNTER ANY EXTERNAL FINANCING DIFFICUL- 
TIES IN 1977, NOTED THAT OFFICIAL BORROWING (MOST OF 
WHICH HAS ALREADY BEEN CONTRACTED) WOULD COVER BULK 
(7-8 BILLION KRONER) OF REQUIREMENTS AND THAT TIGHT MONE- 
TARY POLICY WOULD HELP INSURE SUFFICIENT PRIVATE CAPITAL 
INFLOW TO COVER THE BALANCE. 

7. DESPITE MAINTAINING SANGUINE ASSESSMENT OF EXTERNAL 
FINANCING SITUATION IN 1977, DANES SUPPORTED SECRETARIAT 
CONTENTION THAT PRESENT RATE OF EXTERNAL DEBT ACCUMULA- 
TION WAS UNSUSTAINABLE AND THAT NEED TO REDRESS CURRENT 
ACCOUNT POSITION WAS PARAMOUNT. IN THIS CONNECTION, 
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THEY FELT THAT SECRETARIAT EMPHASIS ON DETERIORATION OF 
DANISH COMPETITIVE POSITION WAS SOMEWHAT OVERDONE. THEY 
ACKNOWLEDGED THAT DANISH EXPORTERS HAD LOST MARKET 
SHARES IN 1976, BUT PUT MOST OF BLAME FOR THIS DEVELOP- 
MENT ON UNFAVORABLE GEOGRAPHIC (IMPORTANT MARKETS INCLUDE, 
ACCORDING TO DANES, UK AND ITALY) AND PRODUCT COMPOSITION 
OF DANISH EXPORTS. CONSISTENT WITH THIS VIEW, GOD PRO- 
JECTS GROWTH OF EXPORT VOLUMES EQUAL TO THAT OF MARKETS 
IN 1977. MOREOVER, DANES STRESSED THAT DECELERATION OF 
RATE OF UNIT LABOR COST INCREASE DURING 1977 COULD PER- 
MIT GAIN IN MARKET SHARES IN 1978. SECRETARIAT WAS NOT 
CONVINCED AND CHOSE TO VIEW EVOLUTION OF DANISH COMPETI- 
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TIVE POSITION FROM IMPORT SIDE, NOTING UPWARD TREND IN 
ELASTICITY OF IMPORTS WITH RESPECT TO GROWTH OF DOMESTIC 
DEMAND. SECRETARIAT EMPHASIZED THAT INCREASING FOREIGN 
PENETRATION OF DOMESTIC MARKET HAD PUT SEVERE SQUEEZE ON 
EXPOSED SECTORS LEADING TO (A) DEMISE OF SOME LABOR 
INTENSIVE SECTORS; (B) SHIFT TOWARD CAPITAL INTENSITY IN 
OTHERS, AND (C) SQUEEZE ON PROFITS AND CONSEQUENT DECLINE 
IN INVESTMENT WITH ADVERSE LONG-RUN EFFECTS ON DANISH 
PRODUCTIVITY. 

8. SEVERAL DELS SUGGESTED INDIRECTLY (U.S.) OR DIRECTL 
(AUSTRALIA) THAT MORE ACTIVE USE OF EXCHANGE RATE CHANGES 
COULD ASSIST EFFORT TO RESTORE CURRENT ACCOUNT EQUILIBRIU 
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DANES REJECTED ALTERNATIVE , ARGUING AS FOLLOWS: (A) AS 
CASES OF ITALY AND UK HAVE SHOWN, ADOPTION OF MORE FLEXI- 
BLE EXCHANGE RATES HAVE DESTABILIZING EFFECTS WHEN IMBAL- 
ANCES ALREADY EXIST IN THE ECONOMY; (B) DEPRECIATION OF 
KRONER WOULD HAVE INFLATIONARY CONSEQUENCES WITH WIND- 
FALL PROFITS ACCRUING RANDOMLY TO CERTAIN GROUPS; AND 
(C) PERVERSE ("J CURVE”) EFFECTS WOULD RESULT IN SHORT- 
RUN INCREASE IN CURRENT ACCOUNT DEFICIT. DANES SAID THAT 
THEY INTENDED TO HOLD KRONER WITHIN SNAKE AND TO RELY ON 
INCOMES POLICY TO MAINTAIN CONSISTENCY BETWEEN VALUE OF 
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KRONER AND EVOLUTION OF DOMESTIC COSTS. SECRETARIAT WAS 
SOMEWHAT SCHIZOPHRENIC ON THIS ISSUE AT FIRST SUPPORTING 
MORE FLEXIBLE EXCHANGE RATE POLICY, BUT FINALLY COMING 
DOWN HARD AGAINST IT. (SECRETARIAT FEELING WAS THAT 
PUBLISHED RECOMMENDATIONS ALONG THIS LINE COULD BE SELF- 
FULFILLING, AND WILL NOT DISCUSS EXCHANGE RATE POLICY 
ALTERNATIVES IN PUBLISHED SURVEY.) 

9. FISCAL AND MONETARY POLICY: DANES EMPHASIZED THAT 
BURGEONING CURRENT ACCOUNT DEFICIT IN 1976 WAS IMPORTANTLY 
LIMITED OFFICIAL USE 
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ATTRIBUTABLE TO TEMPORARY STIMULATORY MEASURES IMPLEMENTED 
IN 1975 AND WAS MAIN REASON FOR SHIFT TOWARD RESTRICTIVE 
FISCAL POLICY LAST YEAR. THEY ESTIMATE TOTAL RESTRICTIVE 
EFFECT OF AUGUST PROGRAM (ELIMINATION OF TEMPORARY STIMU- 
LATORY MEASURES, ADOPTION OF NEW ONES) AT ABOUT 6 PERCENT 
OF 1976 GNP. NEVERTHELESS, LARGE BUDGET DEFICIT COMPLI- 
CATED TASK OF MONETARY POLICY IN 1976. DANES NOTED THAT 
GOALS OF MONETARY POLICY LAST YEAR WERE TO INSURE NON- 
INFLATIONARY FINANCING OF BUDGET DEFICIT, SUPPORT VALUE 
OF KRONER AND TO PREVENT RISE IN LONG-TERM INTEREST RATES 
SO AS NOT TO IMPEDE RECOVERY IN CONSTRUCTION SECTOR. 

(DANES NOTED THAT GOD HAD SECURED AUTHORITY TO ISSUE 
10 BILLION KRONER IN BONDS TO COVER BUDGET DEFICIT, BUT 
THAT AUTHORITY WAS NOT USED BECAUSE OF IMPLICIT POLITICAL 
AGREEMENT THAT PUBLIC SECTOR FINANCIAL OPERATIONS SHOULD 
NOT PUT UPWARD PRESSURE AS LONG-TERM INTEREST RATES.) 

U.S. NOTED (PER REF C) THAT GOD MONETARY AUTHORITIES 
APPEARED TO HAVE TOO FEW TOOLS RELATIVE TO POLICY OBJEC- 
TIVES, AND SUGGESTED THAT SIMILAR SITUATION COULD 
MATERIALIZE IN 1977. DANES AGREED THAT THIS WAS THE 
CASE IN 1976, BUT SAID THAT RESUMPTION OF CAPITAL 
INFLOWS, WHICH BEGAN IN FOURTH QUARTER OF 1977, WOULD 
ALLOW INCREASED BOND SALES AND SUCCESSFUL PURSUIT OF 
"OPERATION TWIST" (SEE REF C, PARA 9) IN 1977. SECRE- 
TARIAT NOTED THAT IF TWIST IN YIELD CURVE DID NOT COME 
ABOUT GOD WOULD FACE DIFFICULT TRADE-OFF BETWEEN (A) RET. A 
TIVELY HIGH INTEREST RATES DICTATED BY EXTERNAL CONSIDERA 
TIONS AND IMPLIED BY OBJECTIVE OF NON -INFLATION ARY FINANC 
ING OF PUBLIC DEBT AND (B) LOWER LONG-TERM RATES DESIGNED 
TO FOSTER RESIDENTIAL CONSTRUCTION. TO EDRC'S DISBELIEF, 

DANES RESPONDED THAT CONFLICT WOULD NOT ARISE BECAUSE 
RESTRAINT IN GROWTH OF CONSTRUCTION SECTOR WAS APPROPRI- 
ATE. (DANES LATER EXPLAINED THAT SHRINKAGE OF CONSTRUC- 
TION SECTOR WAS MEDIUM-TERM OBJECTIVE WHILE SUPPORT OF 
SAME WAS IMPORTANT ELEMENT OF SHORT RUN COUNTERCYCLICAL 
POLICY.) EDRC GAVE UP. 
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10. MAIN EDRC CONCLUSION WAS THAT DANES SHOULD ABANDON 
"STOP-GO" POLICIES OF PAST IN FAVOR OF STEADY, MORE PRE- 
DICTABLE POLICIES. SPECIFICALLY, COMMITTEE EMPHASIZED 
THAT GOD SHOULD RESIST TEMPTATION FOR EXCESSIVE STIMULUS 
OF DOMESTIC DEMAND IN EVENT THAT PRESENT RESTRICTIVE 
POLICY SHOULD INDUCE IMPROVEMENT OF CURRENT ACCOUNT SITU- 
ATION. 

11. POINTS RAISED PARA 7. REF B COVERED PARAS 5, 3-4. 

AND 6-8. 

TURNER 
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